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         Preface 

         
            What the book covers 

            This book deals with investing in commodities – the resources of the world. It examines what is involved when it comes to investing in this unique but volatile asset class. 

            An in-depth look is taken at the major resources within the energy, precious metals, industrial metals and agricultural sectors, including: 

            
               
                  
                     	Energy
                     	Precious Metals
                     	Industrial Metals
                     	Agriculture
                  

                  
                     	Oil
                     	Gold
                     	Aluminium
                     	Corn
                  

                  
                     	Natural gas
                     	Platinum
                     	Copper
                     	Soybeans
                  

                  
                     	-
                     	Palladium
                     	Nickel
                     	Wheat
                  

                  
                     	-
                     	Silver
                     	Zinc
                     	-
                  

               
            

            Each section outlines what investors need to know: the basic information for each commodity, the performance history and the outlook for the future are examined, as well as the easiest ways in which to invest. 

            The investment vehicles referenced in this book are typically funds that have been mentioned, as expert recommendations, on a number of occasions when I have been writing about commodities as a journalist. I have chosen to focus on funds and exchange traded funds/exchange traded commodities as the main means of investing as I believe they are the simplest, most cost-efficient route for investors into the world of commodities. They are an ideal way of creating a diversified commodity portfolio. 

            Some of the funds here may invest in just one area, for example in energy related stocks, which could include investments in the shares of companies involved in the oil and natural gas industries. The majority of funds, however, will have a spread of investments across commodities – they will have exposure to areas such as agriculture, base metals, precious metals and energy investments. 

         

         
            Who the book is for 

            The book is written for individuals who already have some experience of investing but are looking at new ways in which to expand and diversify their portfolios – in this case, with commodities. It may also be of potential interest to those who have not yet invested at all, but are keen to learn about investing in commodities and the driving forces behind the world of resources. 

            The book should be treated as an introduction to the world of investing in commodities – its aim is to explain the long-term prospects for the commodities, in broad terms. Successful investing should always be regarded as a long-term strategy (five to ten years at least) and as such this book is not designed for short-term traders. 

         

         
            How the book is structured 

            The book starts by describing the macro view of commodities and why they are such big news. It also has a detailed description of what type of funds you can use to gain exposure to this asset class as well as guidance on investing. 

            The main part of the book looks at the most important commodities within the four major resource sectors: energy, precious metals, agriculture and industrial metals. Each section contains an overview of each sector, dedicated individual chapters on each commodity covered and then sections on how to invest. The commodities highlighted are those which have tended to dominate the headlines and investor interest in recent years – with oil and gold being obvious examples. 

            So for example, the energy section of the book contains a macro-overview of the sector, which is followed by individual and detailed chapters on oil and natural gas. These chapters are then followed by a section on how you can best invest in the energy sector. The sections on precious metals, industrial metals and agriculture follow the same structure. 

         

         
            A note on price charts 

            Throughout this book charts showing the price history of commodities and indices are used. Unless otherwise stated, commodities are represented on the charts by a thick line, and the FTSE 100 index is represented by a thin, dashed line. 

         

      

   
      
         Introduction 

         
            The Commodities Super Cycle 

            In 1998 Jim Rogers, ex-partner of George Soros, began talking about the potential for commodities. Commodity prices were then at low levels not seen since the Great Depression and, according to Rogers, the time had come to invest in them. 

            But at the time the world wasn’t interested. People wanted to talk about Worldcom, Enron and Pets.com. However, over the following decade commodity prices soared, outperforming by a wide margin equities, bonds and most other asset classes.  

            This boom in commodity prices came to be called the Commodity Super Cycle. Jim Rogers says that commodity cycles have historically lasted 15 years, and as this current cycle started around 2000 we’re still in the middle of it.
                  
			
			[1]
		
                In fact, in October 2009 Rogers said: 

            I don't see any adequate supply situation in any commodity market over the next decade or two. The commodities boom is not over and the bull market has several years to go.
                  
			
			[2]
		
                
            

         

         There are two fundamental factors that are seen as the drivers of this Super Cycle. 

         The first is the expected growth of the world’s population. At the moment, the globe’s population is growing at a rate of 76m people annually; by 2050 the population is forecast to be 9.1bn (up from 6.5bn today). Not only are the raw numbers increasing but consumption patterns are changing. For example, as people in emerging markets become richer they consume more; they buy cars and change their eating habits to more resource-intensive diets. Such a growing population in a world of finite raw materials will lead to an upward pressure on commodity prices.  

         The second factor is increasing infrastructure spending by emerging markets. Emerging economies, especially China and India, are set to consume vast resources on infrastructure developments. China already consumes more copper, steel and iron ore than the United States and Japan combined. 

         Later in this book we will be looking at these factors in more detail, analysing the influences on demand and supply for individual commodities. 

         The 2007-09 credit crisis hit commodity prices along with most other asset classes. However, most of the fundamentals set to drive commodity prices higher are still in place. And as economies slowly recover, it is likely that demand will outpace supply as the latter is less flexible, and having been wound down as a result of the crisis, supply cannot be increased again at the flick of a switch. 

         
            In summary, the outlook for commodities is expected to be good. 
         

         However, the message of this book is not, “fill your boots with commodities because they’re all going up!” Rather, it is about diversification. 

         
            Portfolio diversification 

            Historically, commodities have not been closely correlated with other asset classes such as equities. When equity markets fall, commodities have tended to rise, and vice versa. Admittedly, during the 2007-09 credit crisis the prices of pretty much all asset classes – including commodities – fell. But that was an extreme situation. In normal circumstances commodities and equities are not closely correlated and it is likely that that long-established relationship will re-assert itself. 

            As such, commodities can play a useful role in a well-diversified portfolio. This is not to suggest that a significant proportion of a portfolio should be in commodities, but a level of around 5% (or 10% for the more aggressive portfolios) would seem to be reasonable.  

            The problem until recently has been that investing in commodities was not at all easy. One could trade commodities for the short-term with, say futures, but holding long-term positions was difficult for all investors, whether they were private investors or professionals. 

            Fortunately, the situation has recently changed dramatically with the introduction of exchange traded commodities. 

         

         
            Exchange traded commodities 

            Exchange traded commodities listed on exchanges – such as the London Stock Exchange – have made long-term investments in commodities easily accessible to all investors. With these new instruments, adding wheat to an investment portfolio is as simple as adding Vodafone. 

            Of course, these exchange traded funds can be used for more than just portfolio diversification; they can also be used for speculation and hedging. As an example of the latter, if you are worried about the future cost of fuel (for cars or heating) your future expenses can now be hedged directly with the purchase of an exchange traded fund linked to the price of Brent Crude oil. 

            This book looks at other ways to gain exposure to commodities, such as OEICs (open ended investment companies) and investment trusts, but it is primarily these exchange traded commodities that will be the focus. They are, without hyperbole, revolutionary and can change the investing world for all investors.

         

      

      
         1 http://treasurepicks.blogspot.com/2008/01/commodity-bull-jim-rogers-says-super.html  [return to text]
         

         2 http://www.telegraph.co.uk/finance/newsbysector/industry/6276453/Jim-Rogers-predicts-that-commodities-boom-could-last-20-years.html  [return to text]
         

      

   
      
         Commodities: The Big Picture 

         
            Historic price performance 

            In recent years, the commodity story reached epic proportions. Rising demand, limited supply and volatile stock markets all coincided to drive up the price of resources and agricultural commodities across the globe. This perfect storm – soaring demand for everything from oil to gold, from corn to natural gas – sent markets, investors and the media into a frenzy. The demand for resources, especially from the vast populations of the world’s emerging economies, such as China and India, was insatiable. 

            In March 2008 gold broke through the US$1000 an ounce barrier for the first time. The prices of other precious metals, such as platinum, also soared. And agricultural commodities such as soybeans and corn scaled new heights. 

            But economies worldwide slowed following the credit crunch and commodity prices fell along with other assets such as equities and property. 

            
               Commodities and inflation 

                •  Commodities tend to be positively correlated with inflation. 

                •  Bonds and equities tend to be negatively correlated with inflation. 

                •  Commodities therefore provide an inflation hedge as well as diversification benefits. 

            

            Figure 1 shows an index of commodity prices, illustrating how prices peaked in 2008 and then fell back sharply. 

            
               Figure 1: index of commodity prices (1999-2009) 

               
                  [image: ]
               

                

               Source: IMF 

               During the commodity boom many made a fortune while others, too over-exposed to commodities, lost one. Commodities, then, are a volatile investment class. 

               Oil can be taken as an example of this volatility. In the middle of 2007, just prior to the commencement of the credit crunch, oil was hovering around US$70 a barrel. Fast-forward 12 months and the price of oil had doubled to hit record highs. And yet a few months later oil was trading under US$40.

            

         

         
            Comparative performance 

            During the financial crisis of 2008 and 2009 commodity prices tumbled alongside shares, but this was unusual. As mentioned earlier, commodities tend not to be correlated with other assets and generally when stocks do well, commodities tend to fall back, and vice versa. During the 1980s and 1990s, for example, share markets performed well but commodities were left behind. 

            Figure 2 shows the comparative performance of an index of commodities (in sterling terms) with the FTSE 100 Index (the values have been re-based to start at 100 to allow for easy comparison). 

            
               Figure 2: index of commodity prices v FTSE 100 Index (1999-2009) 

               
                  [image: ]
               

                

               Source: IMF 

               From January 1999 to December 2009 the FTSE 100 fell 8.2%, while over the same period the commodity index increased 223%. 

               It’s not perfect, but a cursory analysis of Figure 2 shows that equities and commodities have not been closely correlated – which supports the argument that commodities can offer useful diversification for an equity investor. 

            

         

         
            The outlook for commodities 

            Commodities did not have much attention bestowed upon them during the last 20 years of the 20th century. But that has changed dramatically in the last few years. The importance of the resource boom witnessed in this last decade can most easily be understood when you look at what’s going on in the world’s emerging economies. 

            Jim O’Neill, of investment banking giant Goldman Sachs, coined the term BRIC, an acronym for the emerging markets of Brazil, Russia, China and India. By 2050 it is forecast that only the United States and Japan will remain in G7, the group of the world’s seven richest nations; taking over from the UK, Germany, Italy and France will be the BRICs. 

            Brazil is blessed with vast natural resources, such as iron ore; India is emerging as an important nation in global outsourcing; Russia is a dominant player in the energy commodities of oil and gas; and China’s growth (where the economy has typically been expanding by around 9% each year since 1980) is being powered by its industrial strength. 

            The importance of the BRICs, especially China, will be obvious as you read further. And as the BRICs prosper, consumer spending in these countries will rise – over the coming decades these four developing nations could potentially deliver another 1.8bn consumers. 

            
               More mouths to feed – the effect on agricultural commodities 

               In 1999, the world’s population surpassed 6bn – a 300% rise in a century. According to the United Nations, every year there are 78m more mouths to feed – providing a rapidly expanding market at a time when global food stocks are at historically low levels. It has been estimated that by 2030 there could potentially be over 8bn people inhabiting the planet. 

               As well as more food being needed to feed growing populations, people in emerging markets are enjoying greater affluence as a result of their expanding economies. This means these vast populations are eating more meat, such as beef. A rise in demand for beef means an increase in demand for cattle, and with it a larger requirement for animal feed, such as corn, soybeans and wheat. 

               With this in mind, it is not surprising that Jim Rogers has stated a bull market in commodities could continue for another 15 years. He said: 

               Wheat, soya, maize and orange juice are all far below their all-time highs. There will be fortunes made in agriculture in the next decade. 

               It should also be considered that agricultural commodities are not just used for food – their use in ‘green’ fuel alternatives should further augment the bull market. A report from the Renewable Fuels Commission pointed out that an unchecked push for biofuels could increase food prices significantly in the short to medium term. 

            

            
               Infrastructure demands – the effect on industrial metal commodities 

               Commodity demand will also be driven by the development and urbanisation of economies like China and India.  

               For commodities such as copper, lead, tin and aluminium, demand should be strong over the long term. Demand for steel and raw materials for steelmaking is dominated by China and the developing world. In China the amount of money scheduled to be spent on railways is huge – spending has been increased five-fold to £16bn a year. 

               In India, the planning commission estimates that about £300bn needs to be invested in infrastructure over the coming years, while a further £150bn is needed in the corporate sector to build more factories and offices. Better wages also mean a potentially huge growth in spending on cars – which will increase demand for fuel, biofuel, platinum and base metals such as aluminium. 

               In the Western world too, lacklustre economic performance and privatisation from the mid-1970s to the mid-1990s caused 20 years of underinvestment and a need to revamp crumbling infrastructure. 

            

            
               Supply constraints 

               While demand for commodities is likely to remain strong, there are various production constraints that could lead to disruptions in supply – and therefore an increase in prices. 

               For many years there was underinvestment in developing new mines. That may be changing slowly now, but it can take many years for production to come on stream from new mines. 

               The political situation in commodity-producing countries has an impact too. For example, civil unrest in Kenya, the world’s largest supplier of black tea, has previously led to obstructive market conditions. Instability in the Ivory Coast, the world’s largest cocoa producer, has also caused problems. 

            

            
               Summary 

               Arguably, a great attribute of commodities is that they are not complicated – the need for them is obvious. Unlike, say, the mania around complicated and misunderstood technology investments at the turn of the century, commodities are the lifeblood of planet earth, they help to build, power and feed the globe. And generally demand is outstripping supply – in some cases significantly so. In light of all this, the forecast is that commodities, despite fluctuations and setbacks, should yield positive returns over the long term.

               
                  Commodities outlook: key points 

                   •  Emerging economies such as China and India are consuming large quantities of raw commodities. 

                   • Rising incomes mean more demand for high protein diets. 

                   •  Hard commodities are finite and the easy, cheap resources have been mined. 

                   •  World inventories for many agricultural commodities are at historic lows and the global population is rising. 

                   •  Capital expenditure and discoveries may take years to catch up. 

                   •  A negative or uncertain outlook for other asset classes has historically been good for commodities.

               

            

         

      

   
      
         Investing In Commodities 

         Investing in commodities is not an activity for widows or orphans. 

         These are high-risk investments, often experiencing high volatility. So even the most intrepid of investors should only hold a small proportion of commodity investments in their portfolio, around 5%, or maybe 10% if they can afford to and are comfortable with the risks involved. 

         
            How to access the commodities markets 

            If you want to invest in commodities there are several ways to do it. I explain the main alternatives below. 

            
               Commodity exposure in the FTSE 100 Index 

               Many companies in the FTSE 100 already have exposure to commodity prices – and this has been increasing in recent years. Such firms include BHP Billiton, Xstrata, Eurasian Natural Resources, Kazakhmys and Vedanta Resources, as well as BP and Shell. So any diversification into commodities should take account of existing exposure either through direct investment in these companies or funds that track the FTSE 100. 

            

         

         
            Direct 

            The obvious direct investment is to buy the physical commodity. For example, in the case of gold this would mean buying bullion. Of course if you buy bullion or any physical commodity, which can be done through dedicated dealers, you need to remember that you will have to pay extra costs to store it in a suitable deposit (unless you are happy to keep it under your bed). While it is feasible to buy gold bullion, buying other commodities is rarely practical, so we do not look at this any further  except in the case of precious metals. 

         

         
            Futures and options 

            It is possible to trade futures (and options) on a range of commodities.
                  
			
			[3]
		
                A list of traded commodity futures can be seen at http://en.wikipedia.org/wiki/List_of_traded_commodities, and a table of the latest commodity futures prices can be found at http://money.cnn.com/data/commodities. 

            However, futures are not necessarily suitable for long-term holdings and they require a level of knowledge beyond that assumed in this book, so futures and options are not covered. 

         

         
            Spread betting and CFDs 

            There are spread bet and CFD contracts linked to commodities. However, like futures, these are not really suitable for long term-investors and so are not covered in this book. 

         

         
            Equities 

            A way of getting exposure to commodities is through buying shares in companies involved in the exploration, development, processing or mining of commodities. For example, to get exposure to gold one could buy shares in Cluff Gold. Buying Royal Dutch Shell would give exposure to the oil price, Antofagasta would give exposure to copper and New Britain Palm Oil gives exposure to palm oil. (All companies mentioned are listed on the London Stock Exchange.)  

            When this works, it can work very well as often the company’s profits are a geared play on the commodity price – in other words, if the commodity price increases by 5% this can lead to a much greater increase in the company profits (and therefore also a magnified rise in the share price). 

            
               But it’s not always as easy as that. 
            

            Share prices are influenced by many factors, such as the peculiarities of the company itself, the sentiment in the market as a whole and the outlook for the economy. In some cases, commodity producers may hedge their future earnings by selling forward their production at a price fixed today – the result being that the company may not benefit if the commodity price subsequently soars (this has happened in the past with some gold miners). 

            Take a look at Figure 3. It compares the share price of Cluff Gold with the gold price (in sterling).
                  
			
			[4]
		
                
            

         

         
            Figure 3: Cluff Gold v Gold(£) 

            
               [image: ]
            

             

            As can be seen, the sterling price of gold increased steadily in the second half of 2009, but the share price of Cluff Gold was all over the place. One can spot some periods of slight correlation, but overall it could not be said that the two were closely correlated. As such, if one had invested in Cluff Gold shares to give exposure to gold, one might have been disappointed. 

            To summarise, shares can sometimes be an excellent geared play on related commodity prices, but the influences on share prices are complex. Investing in individual shares to give exposure to commodities is therefore a sophisticated activity and beyond the scope of this book. However, we will be looking at investing in funds of shares to spread the risk. 

            So far, futures, options, spread betting, CFDs and individual equities have been dismissed as suitable vehicles for investors to gain exposure to commodities. I could go on. Covered warrants and binary betting are also not considered as suitable for commodity investors for the purposes of this book. 

            
               Having dismissed all these – what’s left? 
            

            We now get to the heart of what this book is about: investing in commodities through funds and, especially, ETFs. 

         

         
            Funds 

            As mentioned above, investing in individual equities to gain exposure to specific commodities is not simple. So we will instead concentrate on investing in funds of equities that have commodity exposure; unit trusts, OEICs and investment trusts. 

            Unit trusts and OEICs can be bought direct from a fund manager or from a funds supermarket. Investment trusts are listed on the London Stock Exchange and can be bought and sold like any ordinary share. 

            Just to be clear, the majority of funds referred to as commodity funds do not invest directly in commodities themselves, but rather in companies that have exposure one way or another to commodities. 

            In the last few years a new type of fund has appeared that has proven very popular. These are exchange traded funds (ETFs). These funds have transformed the investing world for many investors – including investors in commodities. They are so important, and they play such an important role in this book, that we will now spend some time looking at what ETFs are and the important points investors in ETFs have to bear in mind. 

         

         
            Exchange traded funds (ETFs) 

            ETFs originated in the United States – the first was launched in 1993, and was based on the American S&P 500 index. They were introduced to Europe in 2000. According to Hargreaves Lansdown, there is now more than €85bn invested in over 400 ETFs in Europe. One ETF, called Gold Bullion Securities (that tracks the price of gold), now holds over 100 tonnes of gold with a value over US$4bn. 

            The purpose of ETFs is to track the performance of a particular market or index, such as the FTSE 100. Like a traditional tracker, the aim is for the ETF to closely follow the performance of the target index. For example, if the FTSE 100 increases 5.1% over a particular period then the price of a FTSE 100 ETF should also rise 5.1%. 

            ETFs differ from traditional tracker funds in that they are traded like individual stocks, on an exchange such as the London Stock Exchange, and can be bought and sold through brokers in the same way as any other listed stocks during the trading day.  

            An ETF is what is often referred to as a passive investment in that it is not actively managed by a fund manager – a professional who chooses which assets to buy and sell. An ETF merely reflects the movements of the particular index it follows and it only trades in the market to reflect structural changes in the index. 

            Among the main issuers of ETFs are Deutsche Bank (www.dbxtrackers.co.uk), iShares (www.ishares.co.uk) and Lyxor (www.lyxoretf.co.uk). 

            The ETF revolution has opened up a whole new universe of choice to investors at a low cost. They allow easy access to foreign indices (e.g. Korea or Turkey), to groups of countries (e.g. BRICs), to investment themes (e.g. global clean energy), to bonds and also to commodities. 

         

         
            Exchange traded commodities (ETCs) 

            The world’s first commodity ETF was the Gold Bullion Securities listed on the Australian Stock Exchange in 2003. The first oil ETF was launched in 2005 by ETF Securities – the ETFS Brent Oil. 

            There are now many ETFs that track commodity prices. These commodity ETFs now tend to be called exchange traded commodities (ETCs). ETFs and ETCs are very similar (and the terms ETF and ETC are used interchangeably in this book), however, there is one area – that of regulation – where the difference should be noted.  

            Ben Yearsley of Hargreaves Lansdown says: 

            “In the past, investors have had to purchase shares in commodity companies such as Rio Tinto in order to gain exposure to commodities. Whilst this does provide exposure, it is an indirect exposure which means that the commodity company’s share price can still fall even if the commodity in question actually rises in value. ETCs now provide investors with direct access and exposure to these commodities and with that the ability to further diversify their portfolios.” 

            To date, apart from ETCs for gold, nearly all ETCs have been issued by ETF Securities (www.etfsecurities.com). 
            

            A comprehensive table of all ETCs listed on the London Stock Exchange can be found in the appendix. 

            
               Tracking 

               The first ETCs that tracked gold were backed by holdings in the physical commodity and still today there are listed ETCs for gold, silver, platinum and palladium that are backed by holdings of physical precious metals. You can even arrange for delivery of the metal bullion if you wish. 

               However, most ETCs are backed by holdings in commodity futures contracts. The reason is that long-term holdings can be difficult to arrange in some commodities (i.e. some agricultural commodities would decay), and futures provide a method for standardisation of pricing (with agricultural commodities prices can vary by season and region). The significance of this is that the ETCs do not directly track the commodity price, but rather they track an index of the commodity. 

               For example, the coffee ETC tracks the DJ-UBS Coffee Sub-IndexSM – an index compiled by Dow Jones-UBS.
                     
			
			[5]
		
                   And this index is based on the coffee futures contracts traded on NYBOT. 

            

         

         The obvious question is: how closely do these indexes of futures contracts follow the price of the physical commodity? The answer is: quite closely, but there is a difference. 

         The principal reason why there is a difference is rollover cost. Futures contracts only have a limited life (often 1-3 months), so maintaining a long-term position in futures requires the frequent selling of expiring contracts and buying of new ones. Such an action incurs a cost. The tracking error is unfortunate; but this is the price to be paid for the convenience of these ETCs. 

         
            Credit risk 

            Related to the foregoing discussion on tracking error, is the issue of counterparty risk. Holding bullion in a bank is one thing, but an ETC backed by a portfolio of futures contracts suggests a different sort of credit exposure. ETF Securities cut to the chase in the FAQ section on their website with the question: 

            
               What would happen if ETF Securities were to go bankrupt? 
            

            They answer: 

            “If ETF Securities were to go bankrupt, this would not affect the value of the ETCs. Each ETC is issued by a Special Purpose Vehicle whose assets are ring-fenced for investors’ safety and the activities for each Issuer are monitored by an independent Trustee. ETF Securities does not hold any investor money at any time.” 

            So, much depends on these Special Purpose Vehicles (SPVs). For example, ETF Securities’ agricultural ETFs are issued by an SPV called ETFS Commodity Securities Ltd., while their oil ETFs are issued by ETFS Oil Securities Ltd. 

            It is beyond the scope of this book to go into great detail on credit risk, but for investors wanting to know more, there is further information on the ETF Securities website. 

         

         
            Regulation 

            Technically, ETCs use a secured, undated, zero coupon note structure. It’s not necessary to understand everything about that to invest in ETCs, but it is useful to know that – unlike ETFs – ETCs are not strictly funds. And because ETCs are not a fund structure, and the ETF Securities’ SPVs are incorporated in Jersey, it means they are not part of the FSCS compensation scheme and ETF Securities is regulated by the Jersey Financial Services Commission. 

         

         
            Currency exposure 

            Most commodities are priced in US Dollars, which means that an investor investing in commodities has exposure to: 

            
               	 fluctuations in the commodity price, and  
               

               	 fluctuations in the exchange rate (for a sterling-based investor, this would be the GBP/USD exchange rate).  

            

            Most ETCs are priced in dollars, but some are priced in sterling. For example, there are two Gold Bullion Securities: 

            
               	 the Gold Bullion Securities denominated in US Dollars (TIDM code: GBS)  

               	 the Gold Bullion Securities denominated in sterling (TIDM code: GBSS)  

            

            The key thing to note is that the denomination of the ETC does not change the currency exposure (which is to the currency of the underlying commodity). Just because the GBSS ETC is priced in sterling does not remove the exposure to the US Dollar, and investment in either GBS or GBSS will result in the same return. 

         

         
            Costs 

            One of the main attractions of ETFs is their low cost. 

            
               	  Commissions: the cost of trading ETFs is the same as that for any share listed on the LSE and will depend on your broker. Commissions can be £10 or lower per trade. This is much less than would be incurred for most funds.  

               	  Management fees: annual fees (sometimes referred as TER – total expense ratio) for commodity ETFs are typically around 0.50%. Again, this is much lower than for other funds (where TERs of 1.5% are common). 

            

         

         
            ISAs or SIPPs 

            Most ETCs are eligible investments for ISAs and SIPPs in the UK. 

         

         
            Stamp duty 

            ETCs are not liable for stamp duty in the UK. 

         

         
            ETC variations 

            Beyond plain vanilla ETCs (e.g. a wheat ETC), there is now a wide range of more complex ETCs: 

            
               	  Leveraged: A leveraged ETF accentuates the fluctuations in the commodity price. It may be designed to change by two times the percentage change of a commodity price.  

               	  Forward: These ETCs track futures with different maturities (e.g. ETFS Brent 1yr tracks the performance of the Brent futures contracts with a 1-year maturity). 

               	  Short: These are for bearish investors who believe a commodity is going to fall in value. 

            

            Readers may be relieved to know that none of these advanced ETCs are essential for the commodity investor and so will not be mentioned any further in this book. 

         

         
            Commodity baskets 

            As well as ETCs that are linked to single commodities there are also ETCs linked to baskets (or indexes) of commodities. Some examples are: 

            
               	  ETFS Industrial Metals DJ-UBSCISM: an ETC designed to track the basket of industrial metal commodities of aluminium, copper, zinc and nickel. 

               	  ETFS Energy DJ-UBSCISM: a basket ETC tracking crude oil, natural gas, unleaded gasoline and heating oil. 

               	  ETFS Grains DJ-UBSCISM: a basket ETC tracking soybeans, corn and wheat. 

               	  ETFS All Commodities DJ-UBSCISM: basket ETC tracking, well, just about everything – energy, precious metals, industrial metals, livestock and agriculture. 

            

            Such basket ETCs can be useful for investors who just want to hold one or two ETCs but with a wide exposure to commodities, or for investors with limited funds who cannot afford to diversify sufficiently with holdings in a number of individual ETCs.  

            A comprehensive list of these basket ETCs can be found in the appendix. 

         

         
            Risk 

            A final note on risk. As this section mentioned at the beginning, investing in commodities is not for widows or orphans. The volatility of commodity prices can be high, which makes them risky. One way to reduce risk is to diversify – an ETC which follows just corn will be more risky than a basket ETC which tracks soybeans and wheat as well as corn, as your risk is spread across three markets 

         

         
            Further information 

            Before investing in any ETC it is wise to inform yourself fully on its details. The first thing to do is to visit the website of the ETC provider (this will usually be ETF Securities, www.etfsecurities.com) and download the factsheet. The types of things you should check are: 

            
               	  Exactly what does the ETC track? For example, the ETFS Industrial Metals DJ-UBSCISM tracks a basket of aluminium, copper, zinc and nickel, but the basket does not hold those metals in equal proportions (e.g. 37% of the basket is copper). Make sure you know what the ETC tracks and you are happy with this. 

               	  How is the ETC hedged? Does the ETC hold the underlying commodity directly (e.g. gold bullion in the case of Gold Bullion Securities), or does it hold a portfolio of futures contracts (e.g. the method used for most non-precious metal ETCs)? 

               	  Who is the issuer of the ETC? For example, the ETFS Brent 1mth ETC is issued by ETFS Oil Securities Ltd. – a Special Purpose Vehicle used by ETF Securities. 

               	  Where is the primary listing? You will want to check this is the London Stock Exchange. 

               	  What is the exchange code for the ETC? For example, the exchange code (called TIDM on the LSE) for the ETFS Industrial Metals DJ-UBSCISM is AIGIP. 

               	  What is the annual management fee? As mentioned, ETC management fees are generally lower than for other types of funds, but you will still want to check how the management fee for the ETC you are considering will affect the returns of your investment. 

            

            
               Key points: ETCs 

                •  An easy way to gain direct access to commodity prices. ETCs are listed on the London Stock Exchange and can be traded like any share. 

                •  Very wide range of ETCs available allowing for very precise exposure to commodities to be constructed. 

                •  Low cost. Dealing fees and TER are low relative to most funds. 

                • No stamp duty. 

            

         

         
            Endnotes

         

      

      
         3 But not, bizarrely, onions in the United States – the 1958 Onion Futures Act bans the trading of futures contracts on onions!  [return to text]
         

         4 The charts have been rebased to start at 100 to enable them to be displayed on the same chart.  [return to text]
         

         5 Further information can be found at www.djindexes.com.  [return to text]
         

      

   


End of sample
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